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NOTE ON ~ORWAR~-LO~~N~ STATEMENTS 

-K contains certain foxed-look~g statements wick the meaning of the Private Securities L~t~~at~o~ Reform 
any has tried, whenever possible, to identify these forward-looking statements using words such as ~tici~at~s, 

believes, estimates, expects, plans, intends and similar expressions. These statements reflect the Company’s current beliefs and are 
based upon ~fo~atio~ currently available to it. Forward-looking statements invofve known and unknown risks, ~ce~a~t~es and 
other factors which could cause the Company’s actual results, performance or achievements to diEer materially from those expressed 
in, or spaced by, such statements, and any such statements are qualified by reference to the fo~~ow~g factors. 

The Company is snbject to risks, un~e~a~ties and con~gen~ies that include, without l~itation, the risks of operating in the tobacco 
industry even as a hearth oriented tobacco technology company, the challenges inherent in new product development initiatives, 
~~l~d~g market act ce of the Company’s products and proposed new products, the Company’s ability to raise the capital 

ow its siness and unforeseen difficulties in the m~agement of growth, potential disputes concerning the ~ompany’s 
perty, competition from companies that may have certain competitive advantages over the Company, the Comp~y’s 
key employees and is relationship with Brown & Willi~son Tobacco Corporation, a key strategic customers supplier 

and lender, and the Company’s decision nut to join the Master Settlement Agreement (MSA). Other risks include %rther regulator 
res~~~t~ons on the sale and marketing of tobacco products given the health concerns related to the use of tobacco products genera21y.y, 
the effect of state adopted under the MSA and any subsequent modification of the MSA, litigation, ~~~ud~g litigation retated 
to the MSA, and ts of excise tax increases on tobacco consumption rates. 

See additional discussion under Factors That May Affect Future Results under Item 1 below, and other factors detailed from time to 
e ~ompany~s other filings with the Securities and Exchange Commission. 

PART I 

Star S~ient~~c, Inc. ~Star~ and its wholly-owned subsidi~, Star T cco & Ph~aceutica~s~ Inc;. and together with Star, the 
~ompa~y~ are engaged in: (1) the development of scientific Itechn for the curing of StarCure obacco so as to prevent, 
retard or si~i~G~tly reduce the formation of carcinogenic toxins present in tobacco and tobacco smoke, primarily, the tobacco 
spec%c n~~osam~es ~TS~As~~ (2) the development of tobacco products that deliver substantially fess carcinogenic toxins, namely 
TSNAs, along with enlarged health warnings and comparative content ~fo~ation so that adult tobacco constuners will have the 
option to make info ed choices about tie use of tobacco products which pose a range of serious health related risks (the TSNA levels 
in the Company’s tobacco products will continue to be substantially reduced to very low levels, measured in parts per billion, using the 
St~~~ed~~~ tobacco cnring process); (3) the manufacture and sale of four discount cigarette brands which subentry contain only a 
small logon of its very low-TSNA St~~~ed(TM~ tobacco (only because of Star’s initial limited supply zmd its existing ~on~a~~a~ 
delivery requirement of millions of pounds of very low-TSNA tobacco to Brown & Williamson Tobacco Corporation (B&W), the 
third largest tobacco company in the United States, as the Company remains committed to increase &e percentage of very low-TSNA 
tobacco in its discount products as its suppry of very low=TSNA tobacco increases during the next two growing seasons> and which 
are equipped with a carbon ~~h~coa~~/ace~te fitter which reduces additional gas phase toxins; (4) the development of very low 
nj~os~~e smokeless tobacco products, i.e., moist snuff and hard snuff tobacco, using the S~~ured~TM~ tobacco curing process to 
produce cured tobacco with very low tevels of carcinogenic TSNAs; and (5) the research and continued development of smoking 
cessation products. 

The ~om~a~y~s prim GUS will cont~ue to be the research and development of praducts that deliver less toxins. The Comp~y’s 
overall. objective is to re ce the range of serious health hazards associated with the use of smoked tobacco products. Accordingly, its 
primary corporate mission is to demons~ate the commexcial. viability of products that deliver less toxins and are potentially less 
harmful, although the Company has attempted to share with adult consumers the fact that there is not now sufficient evidence to 
d~mons~at~ that reduced toxin delivery can be qu~ti~ed in terms of reduced health risk, The Company fully accepts the evidence 
showing links between smoking tobacco and a variety of diseases and premature death and believes that it is unlikely that the heals 
risks of smoked tobacco can be completely eliminated. Nevertheless, in a world where an estimated 1.2 billion people smoke and use 
other tobacco products, e is an urgent need to reduce the toxicity of tobacco products to the maxim extent possible given 
availably technologies. Company believes that it has a corporate responsibitity to continue to expand its research and development 
efforts to m~ufae~e tobacco products in the least hazardous manner possible given available technology, p~i~n~~ly the 
St~~~ed~T~) tobacco curing process. The Company believes it has the technology to reduce ~~~inogeni~ TSNAs to the lowest 
possible levePs and has demo~s~ated that the method it has developed for curing tobacco using the St~~~ed~~ tobacco ~ur~g 
process can be scaled up to meet broad commercial needs in the United States and abroad. The Company is also committed to 
~ont~u~g to advocate rne~~g~l federal regulation for all tobacco products and has pnblicly announced its support for 
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comp~ebensive regulation of tobacco products by the United States Food and Drug A~~is~atio~ (the FDA). 

The ~ornp~y has an exclusive, worldwide license under patents issued and patents pending relating to methods to prevent or 
subst~tially reduce the formation of TSNAs in tobacco including the St~~ured(~) tobacco curing process. TSNAs are generally 
reg~ded by recognized cancer researchers and respected scientists to be among the most abundant and potent carcinogens in tobacco 
and tobacco smuke, 

The ~ornp~y’s reve es are generated p~~cipaily dour ST&P. ST&P’s predecessor, a closely held private company, was 
organized in I990 and, until 1994, prosily was engaged in the business of rn~ufac~~g cigars and cigarettes for others as a 
fondant rn~~fac~rer. By late 1994, ST&P had commenced development and comm~rciaii~ation of its own brands of discount 
cigarettes using primarily Virginia flue-cured tobacco and 

2 
pr~cipaliy an the basis of price. At about that same time, ST&P commenced a program of research and development 

relating to the development of a range of tobacca products that deliver less toxins as well as tobacco cessation products wbe~e~ ST&P 
secured certain Investigatory New Drug applications (INDs) &urn the FDA to commence human clinical testbg. Shortly thereafter, 
ST&P shined its ~e~~te~ research to technology focused on reducing the carcinogenic TSNAs in the tobacco leaf and tobacca 
smoke. In February 1998, ST&P merged with Eye Te~~olugy, Inc., a publicly-held OTC Bulletin Board company based in 
~~eapolis~ Minnesota. While Eye Technology technically was the surviving corparation, in effect control of the su~v~g 

d to the former stockholders of ST&P and the management of ST&P became the control m~ag~ment of the survivor 
December 30, 1998, the assets and liabilities that comprised the pre-merger business of Eye Technology, Inc.. had 

been sold or ii~uidated, and the stockholders of Eye Technology voted to change its name to Star Scientific, Inc. The Company’s 
primary corporate focus &om that time forward has centered on the development of reduced toxin, and potentially reduced risk, 
tobacco products, and, on a more long-term basis, development of smoking cessation products either with a joint venture partner or a 
corporate ph~a~eu~cai partner with significant resources, and/or an experience in seientifiic and regulatory ~~as~~~e so as to 
assist and accelerate the Food and Drug A~~is~ation~s New Drug Application regulatory process necessary for market entry. 

ing process, to which the Corn an exclusive license, as discussed here& Tom Kegent Court 
voives the use of specially des ing barns and in certain applications microwave and/or 

e Stocked process virtually precludes and/or substantially reduces the fo~ation in the tobacco 
leaf of the ~~c~ogenic TSNAs, which are widely believed by medical and scientific experts to be among the most potent and 
powerful cancer-causing toxins present in tobacco and in side stream tobacco smoke. In 1999 and 2000, the Company processed over 
3.5 million pounds and approximately 19 million pounds, respectively, of very low-TSNA flue-cured tobacco using the 
StarCur~d(T~) process, and believes that this process can be applicable to burley and other varieties of tobacco on a broad”s~ale 
commercial basis. Star continues to support research and technological development directed to varieties other than flue-cured tobacco 
and will conduct limited experiments this year in Kentucky on burley tobacco in conjunction with Associate Professor Harold Burton 
and his staff at the University of Kentucky’s Department of Agronomy and The Burley Tobacco Growers Cooperative Association, 
Inc. 

Star% long~te~ o enco~age other tobac to utilize and sub-license St~Cured(TM) tobacco curing 
teleology to pr low-TSNA tobacco (car and us at 200 parts pe llion and below). Further, Star is 
co~i~ed to ~o~t~~e to explore the development o liver less toxins and are potentially less harm%1 than 
conve~tionai smoked tobacco, namely smokeless tobacco products, as well as the development of tobacco cessation products. The 
~ornp~y has started the process of integrating its very low-TSNA St~Cured(TM) tobacco into ST&P’s present discount cigarette 
brands. ST&P presently markets four brands, namely, SPORT(R), ~~ST~~T(~)~ VEGAS(R) and ~~S~~~(~), all of which 
have activated ch~~oal filters and contain approximately 3% of very low-TSNA flue-cured tobacco because of the limited supply of 

ompany expects over the next two growing seasons to be able to signi~~~tly increase the 
ured tabacca in ST&P’s four existing cigarette brands which utilize a &~bu~a~etate filter 

October 2000 the Company launched its f”ust very low-TSNA co~ventionai premix 
IGchmond, Virginia and Lexington, Kentucky. Advance(R) also has a ~~bo~a~e~t~ filter 
onal vapor phase toxins. Unlike conventional brands of cigar&es, Advmce(R) has 
h pack as well as in a series of package onserts attached to each pack of Adv~~~~). 

Xn Feb~~ 2001, e comply and B&W signed a non~b~d~g Letter of ~nderst~d~g (Letter of ~nderst~d~g). The ~~sa~tio~s 
contemplated by the Letter of ~nd~rs~d~g are subject to execution of defmitive agreements. Under one of the provisions of the 
Letter uf ~nderst~d~g, B&W will undertake to test market the Advance(R) brand and potentially to market this briuld on a national 
basis, ifits market tests are successful. The Company intends to launch its own very low-TSNA cigarette brand by the 3rd quarter of 
2001. 

3 
etter of ~nderst~d~g, it is anticipated that Star will process approximately 18-20 million pounds of very low-TSNA 
d using the St~~ur~d(TM) tobacco curing process per year for each of the next three years for sale to B&W and for its 
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own use. e production of this arno~~t of St~Cured(TM) tobacco will allow the Company to integrate its very bow-TS~A 
St~~~ed(T~) tobacco into ST&P’s four existing brands, to launch a new very low-TSNA flue-cured cigarette brand aimed at the 
generic market and very low- TSNA smokeless products. contemporaneously it intends to fulfill its tobacco supply commi~~nts to 
B&W. (See Relationship with 8&W). 

See note 12 of the Company’s consolidated Fascial Statements for ~maneia~ ~fo~ation about the ~ornp~y~s segments. 

Leaf Tobacco 

In 1999 and 2~~~, Star processed and sold over 3.5 million and approx~ately 19 million pounds, respectively, of very low-TSNA 
~ue-~~ed tobacco that had been cured using the Stocked tobacco curing process. The vast majority of these sales were made 
to B&W, pursuant to Star% ~o~~ac~al arrangements with B&W described elsewhere in this port. These sales accounted for 
approx~ately 10% and 2 1% of the Company’s net sales in 1999 and 2000, respectively. Un the February 2801 
~nderst~d~g, it is anticipated that the company will process approximately 18-20 million pounds of very low-T 
tobacco in each uf the next three growing seasons beginning in 2001, for sale to B&W and for use in the ~ompany’s own brands. The 
tobacco will be cured using the St~~ured(TM) tobacco curing process. 

tobacco sales occur in the third and fourth cuber of each year, result~g in higher revenues in those quarters. 
The Company’s long- term goal is to derive an increasingly larger percentage of its revenues &om subli~ens~g the St~~ured(~) 
tobacco curing process to major cigarette manufacturers. 

Discount Cigarettes 

11s four brads of discount cigarettes trout apprux~ately 225 tobacco dis~ibutors t~o~gbout the Unite 
sold as discount brands. ST&P does not engage in extensive adve~is~g or m~ket~g prongs for its 
s primarily upon communications with distributors, product placement by its field sales force (the field 

sales force focuses p~~~~y on placing ST&P’s products with retailers in Texas, Florida, Mississippi and .Mi~nesuta), pricing 
appropriate for dismount cigarettes, and, to a lesser extent, on brand, oduct appearance and taste in order to compete in the 
m~ke~la~e. Star has avoided any marketing efforts aimed at young sons, and the Company is ~ornrni~~d to keeping its products 
out of the hitnds of yo~gst~rs. There were no export sales by the Company in 2000. 

to ~pleme~t the Co ny’s corporate mission to develop products that deliver less toxihs and potentially less haul 
tobacco products (although the arry does not now have any evidence to support the scientific conclusions that such products can 

ed or considered to be reduced risk products), the Company intends to phase its very low-TSNA tobacco which has been 
ugh the St~~ured(T~) tobacco curing process into its discount cigarettes within the next two growing seasons. The 

Company is hopeful that meaningful future regulations by the FDA will provide appropriate scientific and regulatory guidel~es and 
standards under which tobacco products can be classified as reduced risk products. As of July 1, 1999, ST&P changed all of its filters 
to activated ~arbo~a~etate because several leading health advocates and respected research scientists believe that activated charcoal 
filters reduce certain vapor phase toxins in tobacco smoke. Since January 2001 the Company has undertaken ta increase the amount of 
activated charcoal in its fibers to 30 mg for all new production of ST&P% discount brands. The Company intends to continue to use 
activated charcoal in alf of ST&P’s discount cigarettes, and in Star’s new low-TSNA flue- cured cigarette brand which the 
Cumpany hopes to op and market in 200 1 for the generic cigarette market. 

4 
Low-TSNA Cigarettes 

Star ~a~~~hed the first very low-TS~A cigarette, Advance(R), in ctober 2000 in 2 test m~kets--almond, Virginia atrd 
Kentucky. Advise is the first conventional cigarette to be m tured to deliver fess carcmogenic TSNAs. The Advanc 
cigarette reduces additional toxic smoke constituents dour a unique dafmatian type activated ~~bo~a~e~te filter. Advises) is 
also different corn conventional premium brands because it provides adult tobacco monsters with educed health warnings (not 
required by the Surgeon General) and comparative content ~fo~ation on the back of the package. Advance(R) also has ~fo~atio~al 
package onserts that eontain additional health and related ~fo~at~o~ on the chemical consti~e~ts in Adv~~(~) comp~ed to 
leading lights brands as well as detailed information about the range of adverse health consequences associated with lung-term 
smoking that affords adult consumers tbe oppo~~~ to make an informed choice about products which continue to expose tbe user to 
a range of health risks. 

Star intends to ~~odu~e a new low-TS~A cigarette brand in 2001. The Comply intends this brand to be a nationally available low- 
TSNA cigarette, the Company plans on focusing sales in Texas, Florida3 Minnesota and Mississippi where the Comp~y~s dead 
sales force is positioned. 
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Smoketess Tobacco Products ~~n~~~ning Very Low-TSNA Tabacco 

cientific research has shown that TSNAs may be the most significant carcinogens in smokeless tobacco products commonly known 
as chew, dip and snuff. Accordingly, during this past year, Star devoted substantial resourees toward the development of very low- 
TSNA smokeless tobacco products and intends to introduce two of these products, a moist snuff and a hard tobacco product, in 200 1. 
Star views these two new flagship smokeless products as significant ~ovations that will continue to ~~sform the tobacco industry, 
just as its work with low-TSNA tobacco has created a new industry standard. However, despite continued research and development, 
uo ass~ance can be given at this time that such products wili be developed and successfUy commercialized.. 

Toba~~o~~lavor~d Chewing Gum and Lozenges and Chewing Gum Conning Tobacco Extract 

Approx~ately four years ago, the Company praduced for pilot Phase I testing both a chewing gum and a tobacco lozenge, each 
co~ta~~g very low-TUNA tobacco, as potential smoking cessation products. The gum/lozenge products contained nicotine, as well as 
the ~~-~ibitor known to be present in tobacco. In ~ticipation of a then pending legislative proposal to provide the IDA with new 
legislative anthori~ to regulate tobacco products, the Company submitted and received approval of an IND for the gum product Sum 
the FDA. The Comp commenced a Phase I IIuman Clinical Trial in the second quarter of 1998 in order to attempt to demons~ate 
the safety of this product for smoking cessation purposes. Given the present uncertain status of the PDA’s auth~rjty to regulate to 
products, among other factors, it now appears that to be sold as ph~aceutical products these tobac~o~~onta~~g cessation ~~~d~~ts 
would be required to undergo all of the pre~I~i~a~ and clinical testing required of a new drug product. It seems unlikely at the present 
time that ~~de~~~g such testing would produce an adequate return on investment except if Star partners with an established 
ph~a~euti~al or healthcare company that has the necessary scientific ~~as~c~re to adequately ~sti~te the types of clinicai 
test~g necessary to secure an NDA from the FDA. Star continues to investigate and explore oppo~uities for these products in 
Western and Eastern Europe, and in other countries where regulating authorities appear to be more receptive to the development of 
potentia~Iy reduced risk products that deliver less toxins. Star has taken a public position, odiously supported by its Board of 
Directors, that it is in favor of comprehensive FDA regulation of all tobacco produets. Star continues to explore entering into a joint 
venture, partnership and/or technology license, preferably with a major ph~a~e~ti~al company, to produce tobacco cessation 
products using Starched tobacco as the focal point of such products. 

Sales and Mark&in 

rands of dis~o~t ~ig~e~es are each sold in a variety of sizes and styles such as king size and ~~~s, soft pack and 
hinged box, regular flavor and menthol, and till flavor, lights and ultra lights. ST&P utilizes its own speci6ed blend of toha~~os in 
each brand. The blend consists of Virginia flue-cured, burley and oriental varieties of tobacco, which is typical of Arneri~~Rs~le 
cig~e~es. 

5 
ST&P uses stylized pa6kag~g designs for its four brands of discount cigarettes. As is typical in the cigarette industry, ST&P utilizes 
different colors, such as green for menthol and similar designs on its packaging to denote different product styles. It is ST& 
to re[y to a large degree upon dis~ibutors to promote ST&P% brands to retail eustomers. ST&P provides to its dis~ibutor customers, 
for redis~ibution to retailers, point- of-sale materials such as posters, pole signs, display racks and counter top and floor displays. 
Also, ST&P produces marketing materials for use by dis~ibutors and their direct sales force to promote ST&P cigarettes to their r&ail 
wstamers. 

is~ount cigarettes through approximately 225 tobacco dis~ibutors holdout the United States. Of these 225 
oximately 90 are located in Texas, Florida, Minnesota, and Mississippi where Star’s safes force is now ~~~c~~~at~d. 

The dis~ibutors maintain state and, where applicable, municipal government tobacco product licenses, apply state and/or local 
cigarette tax stamps when needed to resell the cigarettes. ST&P delivers its products directly tu d~~ibutors mainly by common carrier 
trucks. ST&P’s dis~ibntor customers primarily serve convenience stores, gas stations and other outlets and stores, No one ~s~ibutur 
accounted for more than 10% of ST&P’s revenue in 2000. The overall number of dis~ibutors was reduced &om approx~ately 325 in 

225 in 2000 due to price increases as well as the Company’s focus on enhancing its market share in states in 
purported obligations to make payments into escrow under state qualifying statutes enacted pursuant to the 

Tobacco Master Se~leme~t Agreement (the Master Settlement Agreement or MSA). 

e ofthe officers, . Jonnie R. WiEliams, Star’s Chief Executive Officer, IMr. David M. Dean, Stafs Vice President of 
and Mr. Sheldon Bogaz, ST&P’s Vice President of Trade ~p~rations~ lead the Company‘s sales and marketing 
supervises a staff of seven regional sales representatives who direct ST&P’s field s&es force. 

E)uring 2000, ST&P re-positioned and consolidated its field sales force and reanalyzed its approach given the realities of competition 
from foreign and domestic companies selling discount brands. By the end of 2000, ST&P had 35 field sales personnel positioned in 
Texas, Florida, Mi~esota and Mississippi. In 200 1, ST&P will continue to expand its field sales force in those states. 

During 2000, ST experienced substantial sales growth, ST&P believes that the price increases imposed upon 
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ma~nfa~~ers, arising from the settlement of major litigation, create a &eased demand for low- price Gwefi=. III 2QOfh ST&P 
expanded its marketing and sales organization to respond to the anticipated increase in demand, not only for its preseat products, but 
atso for ST&P3 ~ti~i~ated low-TSNA cigarettes and smokeless tobacco producti. 

any intends to test market and launch a new very low-TSNA flue-cured cigarette brand in the third quarter of 2001. This 
brand will be equipped with a carbon/acetate filter. This new low-TSNA brand, whose name will be counted shortly before the test 
market~g, will be d~s~ibuted by the Company and will be aimed at the generic; cigarette market. The Company anticipates that its 
very low-TSNA flue-cured brand will be available nationally but that safes will be initially focused in those states in which the 
Company maintains a sales force. 

Star p~~hases its very low-TUNA tobacco for its leaf tobacco sales from StarC~ed~T~) p~~c~pating tobacco farmers who cure their 
tobacco in speci~~a~ly designed St~Cured(TM~ barns. Star believes that it will be able to purchase a su~~ient supply of ~ue~eured~ 
St~Cured(TM) leaf tobacco from these farmers for its own use and to satisfy eommi~e~ts to B&W for the foreseeable titure. The 
Cornily anticipates that it will be able to process the tobacco purchased from the fmers within its Chase City proce~s~g facility 
within one to three days of delivery to the facility, 

uring 2~~~, the majority of tobacco used in ST&P’s cigarettes was purchased from B&W’s Export Leaf Division in cut rag form, 
meaning that the tobacco has been cut, processed and flavored to ST&P’s 

6 
spe~i~~at~ons, and is ready when delivered to ST&P for the manufac~~g process. ST&P expects to continue p~~has~g cut rag, 
how-TS~A Stocked tobacco and other tobacco for the next several years from B&W’s Export Leaf Division and therea~er to 
either continue purchasing cut rag tobacco from B&W Export Leaf Division or to purehase increasing amounts of tobacco needed for 
its business from other sources. Buying tobacco from B&W’s Export Leaf Division allows ST&P to avoid having to dedicate 
subst~t~a~ amounts of working capital to tobacco inventories. 

At the end of 2000, Star had approx~ately 858,O~O pounds of burley tobacco in inventory. Star ~ont~ues its R&D to attempt to 
perfect the St~C~ed~T~~ tobacco curing process for burley tobacco, and ~ti~ipates conduct~g ~dditiuna~ tests with burley tobacco 
during the 200 X growing season in conj~~t~o~ with the University of Kentucky’s Department of Agronomy, The Burley Tobacco 
Growers Cooperative Association, Inc. and Star’s scientific and technical advisors. Once the outcome of the on-going work on burley 
tobacco is known, Star will. make a decision on huw to proceed with its program for burley tobacco. While Star befieves that the 
St~C~red(~~ process is applicable to burley tobacco, no assurance can be given at this time that the low-TSNA St~C~ed~~) 
tobacco curing process for burley tobacco will be developed and successfully commercialized during 200 1. 

All oftbe -cured tobacco which the Comply plans to use in 2001 and therea in the production of its very 1owJ’SWA tobacco 
to B&W and potentially other parties, or far gradual incorporation ST&P’s own cigarettes, or in Star’s smokeless 

co products, will be cured using the Socked tobacco curing process. Staled tobacco ~ur~g process urines 
specialty equipped curing barns and in certain applications microwave and/or electronic beam technology. The specially designed 
curing barns, which ured~TM~ tobacco processing technology, are m~ufac~ed exclusively for Star by Powell 
M~uf~e~~g Corn , South Carolina (Powell). These specially designed barns are erected on site at the tobacco 
farms which provide Star with its souree of very low-TSNA tobacco. A total of 1,125 Star barns have been m~ufac~red, and 
approx~ately 880 have been delivered to farmers who produce flue-cured tobacco. ft is anticipated that X36 flue-cured barns will be 
shipped prior to the 200 1 growing season to farmers requesting additional barns. In 2000,100 barns were delivered to fmers in 
Kentucky in connection with the research, development and testing of the St~Cured(TM) tobacco curing process for bogey tobacco in 
conjunction with the previously-mentioned joint program with The Burfey Tobacco Growers Cooperative Association, Ino. Sty will 
conduit limited experiments this year in Kentucky. Although Star believes that the St~C~ed~T~ tobacco curing process is equally 
applicable to both flue-cured and burley tobacco, Star acknowfedges that this pilot program may welf take a longer period of time to 
perfeet than the flue-cured program. 

Star daes not ~ti~i~a~ p~chas~g any additional barns &urn PoweIl in 2001 because the Company has su~~~ent barns in piace to 
process approx~ately 18 to 20 miffion pounds of StarCured flue-cured tobacco which wiIf meet the Company”s needs for this 
growing season cing for approx~ate~y half of these barns has been provided by B&W (see ~e~at~ansh~p W Oil 
comp~et~on of the inuing experimental program for burley tobacco, additional barns may be required for the S 
processing of burley tobacco. 

Xn early 2~~~~ Star’s processing fa~~l~~ in Chase City underwent a substantial expansion of its capacity to process s~g~i~~ant~y larger 
aunts uf very how-TSNA tobacco, as well as provide sufficient space for the ~stallat~on of new equipment to be used in 
~onj~~tion with the m~ufac~r~g of both of Star’s anticipated flagship smokeless tobacco products. This expansion allowed Star to 
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prowess approx~ately 19 million pounds of Stocked tobacco during 2000. As a result of the expansion, the Chase City facility 
will have more than adequate capacity for vofumes anticipated for B&W under the Letter of Underst~d~g~ as welf as Star’s need for 
tobacco, and for additional needs should those needs arise. 

ST&P expanded its cigarette rn~ufac~~g capability in 2000 by outsourc~g a portion of its rn~ufa~~~g through a contract with 
B&W to m~ufa~~re cigarettes. dour this outso~~~g, the Company hopes to avoid 

the need to buy new cigarette rn~ufa~~r~g equ~prne~t~ The tobacco used in rn~ufa~~~g ST&P’s cigarettes is combined with 
filters and paper in a maker which produces fmished cigarettes, which, in turn, are placed in a packer which provides packag~g into 
st~d~d 2U”~~g~e~e packs and ten- pack cartons. ST&P believes its m~ufac~~g facilities, plus the additional contract 
rn~ufae~~g relationship now in place with B&W, will allow ST&P to respond to its growing demand for the foreseeable aired 

Relationship with B&W 

On October 12, 1999, the Comply and B&W entered into a Supply Agreement under which B&W agreed to purchase 
Secured tobacco. During 1999 and 2000, Star produced and delivered to B&W approx~ate~y 35 million ponds and 19 
million pounds, respectively, of very low-TSNA StarCured processed tobacco. Some of this tobacco has been or will be 
purchased by the Company for use in ST&P’s own discount cigarettes, Star’s very low-TSNA cigarettes, and in Star’s new hard 
tobacco and moist snuff products. 

In addition during 2~~~, B&W collaborated with the Company in the development of a new very how-TS~A cigarette named 
Advise. B&W alsu has been m~ufac~r~g cigarettes for ST&P, supplying leaf tobacco to ST&P for use in its tobacco products, 
and w~ehous~g burley tobacco for Star. 

The non-b~d~g Lever of Un~erstand~g envisions a new set of a~eements which would supercede the Supply A~eement~ Under the 
Letter of Underst~d~g, B&W intends to expand its commitment to purchase very 1ow~TS~A Stocked tobacco during each of 
the next three years trout Star’s established Stocked tobacco program. The Letter of Understanding also addresses a range of 
other issues, in&d&g B&W test marketing of the Advance(R) brand, and the future production of a pot~nt~a~~y mess-haz~do~s, low- 
TSNA hard tobacc duct that is intended to be aesthetically pleasing to both present cigarette smokers and current users of 
smokeless tobacco ucts. The ~~sa~t~o~s contemplated by the Letter of Understanding are subject to execution of de~nit~ve 
~g~eerne~~s and the vaE of Star and B&W’s respective Boards of Directors. The Company also expects that the ~gr~ern~nts~ 
cons~t~nt with the Letter of Und~rstand~g, wilf extend B&W’s long-term credit facility, which has been used to support Star’s 
expanded barn program and the continuing devefopment of ~ovat~ve tobacco products focused on reduced toxin delivery. 

primary competition for cigarettes is from the four majors, that is, Phil of which accosted for 
of aff cigarette sales in the United States in 2000, R.J. Reynolds, B&W parent 
get@, each of which has subst~tial~y greater fmancial and operating re pany also 

en~o~nte~s significant competition fIom several other smaller U.S. m~ufa~~rers of cigarettes, as well. as importers of cigarettes 
rn~ufa~~~d in foreign countries. Many of these manufacturers and importers have substantially greater fmancial, rn~ufa~~r~g* 
rn~ket~g and other resources than the Company. Further, several newer discount competitors have not, and it appears do mot intend 
to make deposits into escrow accounts purportedly required by the MSA, allowing these competitors to undercut the current discount 
market and ~fa~ly compete against ST&P for discount cigarette safes. 

cigarettes compete pr~~~pa~ly on the basis of price and possibly quality of 
of cigarettes in the United States, premium, which includes such brands as 

s such brands as Doral(R) and GPC(R), and discount, which as a group account 
. Each of ST&P’s brands is priced in the discount category. Other competitive factors 
of marketing support provided to dis~~butors and retaifers. At the consumer level, br 

s~~i~cant factor. 

In 2000, the Comply estabiished an escrow account as required by the MSA for sales of cigarettes in 1999, and in 2~~~ it has 
focused sages (and its field sales force) to increase its market share in states that were not part 

8 
of the MSA in order to rn~~i~e its MSA escrow payment obligation. However, in the 46 states that did join the MSA, ST&P faces 
sig~~~c~t eom~etitjon &am cigarzstte rn~~fa~~ers and captive distributors of overseas manufa~~ers who have not m 
escrow payments. Such companies are able to sell discount cigarettes at a substantial cost reduction compared to ST&P and as a result 
ST&P is at a s~gn~~~~t cost disadvantage in competing with these entities. 
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Comply is not aware of any other company which currentIy uces very low-TSNA tobacco on a commercially viable basis. 
Company believes that no producer of discount cigarettes app to be ~co~orat~g a very low TSNA tobacco and activate 

~~bo~a~etate filters into their discount brands. There have been published reports that at least one of the major cigarette 
manufac~ers is develop~g its own low-TSNA cigarettes, which may or may not be brought to market during 2001. c)ne Swedish 
~ornp~y~ Swedish &latch, has worked with various varieties of tobacco under crop management env~o~ents and other methods in 
an effort to rnai~ta~ low-TSNA levels in its smokeless products. Star is not aware of any other company that now ~~o~orates very 

-TSNA tobacco into its cigarettes or other smoked tobacco products. B&W now has in its possession very low-TS~A tobacco 
both the I999 and 2000 growing seaon, but has not yet made a blic ~ouncement of when it will start using that tobacco in 

its event produets or in a new product. However, recent announcements by several of the major tobacco ~~rnp~ies indicate that 
belay of these ~ornp~i~s either have commenced or intend tu explore the production of low-TSNA tobacco and the ~~o~oration of 
1ow~TSNA tobacco into their cigarettes. Also, the industry has initiated a program that is intended to require all tobacco sold at 
au&m to be cured in a manner that is intended to result in reduced levels of TSNAs. Star believes that if it is successtif in 
~ommer~ializ~g its unique very low-TSNA cigarettes and/or in developing and ~ommercial~~g very low-TSNA smokeless tobacco 
products, it is inevitable that many of the major tobacco companies will follow its lead and may seek to sub-license the 
St~C~gd(TM) technology, 

If the Comply is s~~~ess~l in develop~g and co~ercial~~g smoking reduction or cessation products, it will encounter stiff 
competition. Smok~g cessation products that are approved for sale in the United States by the FDA are primarily ni~ot~e deliver 
products (ni~ot~e only) designed to wean the patient from nicotine addiction over a period of time r~g~g from 30 days to six weeks. 
These products are referred to as nicotine replacement products. Three produets, Nicorette(R), a nicotine chewing gum, and 
Ni~o~ol(~) and Ni~o~~~(R), both transdermal nicotine patches, constituted subst~tially all of the U.S. ~h~aceuti~al nicotine 
market in 1999 and 2000. All of these products are sold over-the-counter. Zyban(R), (bupropion), a prescription drug which orig~ally 
was developed and is stifl sold under another proprietary name as an antidepressant, was introduced to the market in I997 and has 
been demo~~ated to be useful as a cessation product. Star understands that sales of Zyban(R) to date have been subst~tial and that 
Zyban(R) is often prescribed by physicians to be used in ~onj~~tion with nicotine delivery products. 

Star’s pr~~ipal competitors in the cessation and reduction market would include Smith Kline Beecham, the McNeil Coaster 
Division of Johnson & Johnson, Glaxo-Well~ome and Ph~acia-Upjo~, all of which have capital resources, research and 
development staffs, facilities, experience in conducting clinical trials and obtaining regulatory approvals, and experience in 
rnanufa~~~g and m~ket~g their products which are signi~c~tly greater than those of Star. In addition, there are several ~ornp~~es 
developing new technologies aimed at smoking cessation therapies. There also are a number of consumer products which do not 
require FDA approval as ~erapeu~~ drug products but which nevertheless are advertised as alternatives to smoking or as a help in the 
reduction uf smoking. For example, at least one of the leading United States confectionery chewing gum m~ufa~~ers has adve~ised 
its gum products as an alternative to cigarettes. There are also non-tobacco cigarettes produced with fillers such as lettuce and herbs. 
In addition to the use of consumable products for smoking cessation or reduction purposes, medical practitioners and others have 
developed a variety of programs intended to assist a person in wi~~aw~g from nicotine dependence. Treatments used include 
psychological counseling, hypnosis, group therapy and behavior modification techniques, There can be no assurance that Star can 
overcome regulator barriers to marketing its tobacco-containing cessation products or that St&s competitors will not succeed in 
develop~g technologies and products that are more effective than Star’s product candidates, that are less toxic than Star’s products or 
that would render Star’s products obsolete or non-competitive. 

d sale of cigarettes and other tobacco produets and of ph~a~euti~aI products are subject to extensive federal and 
state gove~e~tal regulation in the United States and by comparable au~orities in many foreign countries. These national agencies 
and other federal, state and local entities regulate, among other things, research and development activities and the testing, 
rn~ufac~e~ safety, effectiveness, labeling, storage, record keeping, approval, advertising and promotion of Star’s products. 

There are multiple bills pending before the 107th Congress and in several state legisla~res which, if enacted, would si~i~~~tly 
change &he United States tobacco industry. Some of these federal bilfs contain provisions which would provide substantial federal 
gov~~ent funds for smoking cessation programs and products, as well as incentives to tobacco companies and others to produce less 
toxic or reduced-risk tobacco products under potential specific standards. Star is unable to predict what effect, if any, these prov~io~s, 
if enacted, would have on Star’s technology for very low-TSNA tobacco or the sale of Star’s smoking cessation products and/or 
potentially reducedurisk tobacco products. The Company believes, however, that any bill that requires m~ufac~ers to reduce or 
disclose levels of TSNAs in tobacco or tobacco smoke would be beneficial. 

Star forced on debts 29,2000, at a press conference held at the Dirksen Senate OfEce Building in W~h~gton, DC., its 
san tobacco labeling IBill (Se 2125) introduced by Senators Frank Lautenberg (D. NJ.), Riehard Lugar (R* D? 

Richard J. Durbin, (D. ILL.), and Lincoln D. Chafee (R. RI.). To the best of Star’s knowledge, it was the only tobacco ~ornp~y asked 
bill which focused upon brand disclosures nut now mandated by the Surgeon General or HI-IS, The Senate 
Right to Know and Truth in Tobacco Labeling Act, would have si~i~~~tIy enhanced the current tobacco 
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package w ing labels and required disclosure of toxic ~~ed~ents and health ef%cts. The Bifl would have requ~ed all m~ufa~~ers 
to disclose lancer-caus~g agen& ~~~~d~g carcinogenic TSNAs, as well as the percentage of such ~~~i~ogens relative to the average 
of such ~o~~en~~ion of such carcinogen in the sales weighted average of all cigarettes marketed in the United States. 

arch 2000~ Representatives Greg Ganske (R, Iowa), John Dingelf (D, ~~~h~gan~, and Henry Wan (D, ~a~~fo~~a~ co- 
sponsored the in of the FDA Tobacco Authority ~en~ents A&. This bill would have given the FDA re~~ato~ power 
over all tobacco prod~~ The comply actively supposed this Bill, and wrote a letter to the sponsors asking them to consider an 
pennant which require rn~ufa~~rers to foUow standards adopted by the FDA before making reduced risk claims. On 

2001, the Company wrote to Representative Ganske to support the re-~~odu~t~on of the FDA Tobacco Authors 
ents Act which took place on March 15,200 1. 

]In May 2~~~, Senators ~~~a~ & Arizonan and Dr. William Frist (R, Tennessee) introduced Senate Elf (S. 2566) entitled The 
~atiunal Youth Smokiug Reduction Act. e central goal of the legislation was to reduce the number of youths who are smok~g and 

FDA with regulatory o products. Senator McCam echoed the views ofthe G~~mpany when he 
at a sign~~ca~t aspect would delude language that provides a mechanism for iower-risk tobacco 
tested, reviewed and ist introduced a similar bifl in January 260 I. It is expected that Senator 

MeCain will ~~oduee an FDA tobacco bill during April 200 I. 

esjdent~s commission On Improving Economic ~ppo~n~~ Xn ~Qmmunities Dependent Upon Tobacco Production 

Star has been actively snppo~~g the vast majority of the recommendations of The President’s Commission on ~mprov~g Economic 
~ppo~i~ in Communities Dependent zlpon Tobacco Production while Prutecting Pubfio Health. Star is keenly ~terested in 
suppo~~g the America tobacco farming co~uni~ and assisting farmers in obtaining higher p&es for very ~ow-TS~A tobacco, 
whife promot~g public health related issues by giving the farmers an opportunity to produce very low-TSNA tobacco using 
St~Cured(TM~ tobacco curing barns that have been provided to the fanners by Star. Star testified before the Pr~s~dent~s Commission 
in ~ouisvi~~e~ Kenton last year, and provided written comments on the Commissions’ prefiminary recommendations in Marsh 200 1. 

10 
FDA Regulation 

In 1996 m~~gated regulations gove~~g the sale and advertising of tobacco products designed pricey to discourage the 
safe to, ticm by, adolescents and children. The au~ori~ of the FDA to promulgate such regulations was challenged in the 
federal courts by the major tobacco ~omp~es. A federal District Court upheld the FDA’s anthor~~ to promulgate such regulations hut 
ruled that certain of e regulations restricting advertising were invalid as violative of the consti~tiunal right of free speech. On 
appeals the United Court of Appeals for the Fourth Circuit affmed portions of the District Court opinion that beld the FDA 
could not regulate a adve~ising and ruled that the executive branch af the United States gove~ent, in pa~~u~ar the FDA, 
does not have any au~ori~ to regulate tobacco products generally. The federal gove~ent appeased the Appeals Court’s rulirag and 
the mater was heard by the United States Supreme Court in late 1999, On March 2f,200Q, the Supreme Court in a five to four 
decision held that Congress has not given the FDA authority to regulate tobacco products as customarify marketed. Given the decision 
by the Supreme Court it is unclear whether Congress will act to grant such ~u~ori~ to the FDA, ai~ongh legislation that would create 
such authored has been ~~odu6ed. 

The company believes that in the ale reasoned FDA regulation should better enable the Company to compete in its p~~~~~~ 
m~ket niche e ~urnp~y has publicly stated its position in favor of reasoned FDA regu~t~on of tobacco products for 
~prox~ate~ e last three years. The Company has shared the results of the St~~ured(~) tobacco curing teleology with the 
PDA. (See Rese~c~ and Development-Prior Development of CigRx(TM) for a discussion of the Comp~yis prior submission of a 

product to the FDA,) Tke company believes that the commercial value of the Star~ured(TM~ curkg process will depend in 
part upon its validation by the scientific, health care and public health eomm~ities and on the basis of the type of sta~d~ds likely to 
be mandated by Congress and the FDA, sboufd jur~sd~~t~on be congressionally granted to the FDA. 

Institute of Medfcine 

On debar 22, of~ed~~~e issued a comprehensive report, entitled Cle~~g the Smoke: Assess~g the Science 
Base for Tobacco in response to a request from the FDA to assess the scientific basis for possible harm redu~t~u~ 
re~at~g to the use of tobacco. is’vol~~ous report suggests, among other fimdings, that it is s~~ent~~~a~~y feasible to design and 
m~ufa~~e a rage of emerging potential reduced-exposure products (which the report referred to as PREPS), but that w~~out 
appropriate gov~~enta~ re~lation and independent scientific evaluation of PREPS, tie public is left without clear ~fo~atio~ 
regard~g the degree to which these products have reduced the risks associated with smoking. The Company provided testimony 
before the Institute of Medicine and shared certain of its scientific and applied research and fmdings related to the development of 
prudu~t~ which de iver less of certain toxins (TSNAs) and other gas and vapor phase toxic subsume in tobacco smake. Star’s 
~ovative products that deliver fess toxins and tie St~~ured(T~~ process were referred to in the esthete of Medi~~e’s discussion of 
PREPS. 
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Federal Trade Co~~~ssjou 

cigarettes is governed by the Federal Cigarette Labeling and Advertising Act (Labefing Act). 
advertising requ~ements on the rn~ufa~~ers~ packagers and importers of~~g~e~es and 
garettes within the United States to submit a plan to the Federal Trade commission exp~a~~g 

how it will comply wan the warning label display requirements. Star has submitted fabefing plans for its cigarette produets in the past, 
and the Federal Trade Commission (the FTC) has approved such plans. Similar requirements relating to smokeless tobacco products 
are included in the ~om~rehens~v~ Smokeless Tobacco Health Education Act of 1986. Also, Star shared with the FTC its enhanced 
Wang labels for Adv~ce~~ prior to the initiation of the test marketing of Advance(R) in October and submitted a ~abel~g plan for 
Adv~~e~R~ that was subsequently approved by the FTC, Star’s warning labels and comparative content disclosure of toxic smoke 
constituents were subsequently utilized in the Advance(R) test marketing program. Star intends to provide tie FTC with similar 
~fo~ation prior to the introduction of its new very low-TSNA cigarettes and smokeless tobacco products+ 

11 
Bureau of Akohol, Tobacco and Firearms 

fac~r~rs and ~po~ers of tobacco products are taxed pursuant to regulations promulgated by the fede 
acco and Firearms under authority of the Internal Revenue Code of $986, as amended. TBe Cam 

subject to tax under such regulations. 

State and Muaicipal Laws 

cts is subject to taxation t~uu~ excise taxes in all fifty states, State excise taxes range from $.OZS per pack 
~V~g~~ato$l.~l pack in New York. The federal excise tax on cigarettes rose from $,24 per pack in 1999 to 
will increase to $39 per pack in 2002. In addition, some states permit municipalities to impose an additional sales tax, and many 
m~i~ipal~ties do so. The state and rnun~~~pa~ sales taxes are imposed upon wholesalers and/or retailers but not m~ufa~~rers, artd 
therefore the ~orn~a~y has no ~~ab~~i~ for such taxes. The Company is required by many states, however, to report its shipments of 
cigarettes to dis~~butors/re~~lers Eocated within their jurisdiction. Star is aware of at least two states, ~assa~huse~s and M~esota, 
which have recently adopted laws and regulations regarding the disclosure by m~ufa~~rers of certain ehemica2 consti~e~ts in their 
products. Zf upheld Star intends to fully comply with such laws and believes it will benefit &om such disclosure. 

Master Tobacco Settlement Agreement 

46 states and several U.S. territories entered into a settlement agreement (the Master Settlement Agreement or 
igation that had been ~sti~ted against the major tobacco m~ufac~ers. The Company was not named as a 

def~nd~t in any of the litigation matters and chose not to become a participating m~ufa~~rer under the terms of the Master 
Se~~ement Agreement. As a non~~~~~pat~g m~ufa~~rer, the Company is required to satisfjr certain purported escrow obviations 
under sta~tes which the Master Settlement Agreement required p~i~ipat~g states to pass, if they were to receive the full benefits of 
the se~~eme~t. The so-calfed level playing field statutes require ~onp~i~ipat~g manufacturers to fund escrow accounts that could be 
used to satisfy judgments or settlements in lawsuits that may at some future date be filed by the p~i~~pat~g states against such 
nonp~~~~pat~g tobacco m~ufa~~rers. Under these statutes the Company is obligated to place an amount equaf to $ f 38 per cartom 
for 1999 and $2.09 in 2000, and increased amounts per carton for subsequent years ($272 in 2001- 2002, $335 in 2~~~-2~~6 and 
$3.77 thereafter), in escrow accounts for sales of cigarettes occurring in the prior year in each such state after the effective date of each 
state specif& statite. An inflation adjustment is also added to these deposits at the higher of 3% or the Consumer Price Index each 
year. Such escrowed funds will be available to satisfy tobacco-related judgments or settlements, if any, in some states. If not used to 
satisfy j~d~e~~ or settlements, the funds will be returned to the company 25 years aRer the appficable date af deposit on a roll~g 
basis. Also, absent a challenge tu the state specific statutes or some ac~o~odat~on as to the escrow amounts, the failure to place the 

aunts in escrow could result in penalties to the Company and potential restrictions on its ability to sell tobacco products 
ieu1a.r states. Because all of the MSA states have passed the so-called level playing field stat&es, the Company expects that 

a material portion of its cigarette safes will continue to be subject to such purported escrow obligations. 

As of January 1 I 2~~~, ~~-e~ght states and the District of Columbia had adopted so-called model fevef playing Eefd stat&es and 
Star‘s purported net obligations under those stat@es was approximately $I 1: $6 million with respect to X999 sales. As of ague 1, 
200 1) fQ~~SjX s es had adopted model level playmg field statutes. Star’s purported net obligations uuder those statutes is 
a~~r~x~ate~y $ I3 .O million with respect to 2000 safes. The Company’s Board of erectors is ~ti~ipated to au~orize the Company to 
fund the esczow obligation for 2000 on or before April IS, 2001, again under protest. The tids placed in escrow continue to be arr 
asset of the Comply and the Cumpany will receive the interest income generated by the escrow deposits. 

After ahost two years of negotiations with the National Association of Attorneys General (NAAC), the Company concluded that 
NAAC had little interest in working with Star to come to a reasonable solution under which the Company could become a ~~~c~p~t 
in the Master Settlement Agreement. Accordingly, on 
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